
Investors in land must give careful con-

sideration to their exit strategies from the 

time of acquisition. An investor’s goal in 

any investment is that it will appreciate 

over time. The length of time and the manner 

in which the investment is held affects how 

the appreciation of the investment is taxed 

upon disposal of the asset.

In general, gains on the disposal of most 

assets held in excess of one year are taxed at 

long-term capital gains rates. Federal long-

term capital gains rates range from 0% to 

20%, depending upon an investor’s taxable 

income in the year of disposal. Investors 

with high levels of investment income could 

also be subject to the 3.8% net investment 

income tax. Assets that are held for less 

than one year are taxed as short-term capital 

gains, which are taxed at ordinary income 

tax rates. The maximum rate for individuals in 

2022 is 37%. 

Short-term capital gains could also be sub-

ject to the 3.8% net investment income tax 

depending upon the investor’s taxable in-

come in the year of disposal.

When land is sold, it is often assumed that 
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a case after the fact to establish that the 

property sold was held for investment rather 

than primarily for sale to customers. Instead 

of being in that position, an investor who ex-

pects to seek favorable capital gain treatment 

on the sale of a property should approach 

the land investment with the assumption 

that they will have the burden of establishing 

that the property was held for investment or 

speculation. This is particularly important 

for investors who own multiple properties 

because the IRS may argue that one or more 

are held primarily for sale to customers. 

The earlier that an investor documents that 

a parcel of property is being held for invest-

ment, and the more consistent the treatment 

of the property as investment property over a 

lengthy period, the greater the likelihood that 

the taxpayer will prevail in obtaining capital 

gain treatment. Taxpayers who engage in 

deliberate planning, beginning with acquisi-

tion of the property to structure their a!airs to 

obtain capital gain treatment are much more 

likely to succeed.

Investors can take the following steps to 

structure their investments in land:

1.  Segregate property in the books and re-

cords:"the segregation of books supports 

an investor’s intent to hold a piece of prop-

erty while also increasing the chances of 

capital gain treatment when the investor 

sells the investment property.

2.  Report items as investment expense:"de-

ductions related to a piece of property, 

such as interest expense, should be re-

ported as investment expenses. Classify-

ing these expenses as business expenses 

provides an indication that the investor 

held the property for sale in the ordinary 

course of business.

3.  Stating investment purpose in governing 

documents:" if an investor is a partnership, 

LLC or corporation, the entity’s governing 

documents should state that the entity’s 

sole purpose is investment activities. The 

meeting minutes of the entity should also 

express this intent.

4.  Using separate entities:"one factor that de-

termines a seller’s intent is the frequency 

of sales. To avoid dealer status, it may be 

advantageous to hold investment property 

in a separate legal entity with a different 

ownership structure.

5.  Insubstantial nature of real estate activi-

ty:" investors who can show that the time 

spent in investment activities is insignifi-

cant when compared with the time spent 

in their everyday occupation may be able 

to achieve investor status.

A land investor who is uncertain regarding 

the future development of one or more of his 

land holdings may use a capital gain bailout 

strategy to allow any appreciation that has 

accrued prior to the property becoming held 

primarily for sale to customers to be taxed at 

favorable capital gains rates. This technique 

provides for separate ownership of prop-

erty being held for investment (investment 

company) and property being held “pri-

marily for sale to customers” (development 

company). Prior to the commencement of 

development activities that would result in 

the investment property being converted into 

property held primarily for sale to customers, 

the investment company sells the property 

to the development company at fair market 

value. Since the sale occurs prior to the 

commencement of significant development 

activities, any gain on the sale reflects the 

appreciation in value over the period that the 

investment company held the asset — the 

type of appreciation meant to be taxed at 

capital gains. All sales should be at fair mar-

ket value, and should be  documented by a 

third party appraisal.

The structuring of the purchase of and the 

holding of land investments can have conse-

quences. It is recommended that investors 

contact a tax professional.

Daniel E. Smith is a tax director with Mar-

cum LLP, based in the firm’s Boston office. 

He specializes in tax services for Real Estate 

Investment Trusts (REITs) and real estate 

pass-through entities. Contact him at daniel.

smith@marcumllp.com. 

long-term capital gains rates apply to the 

transaction. However, if land is held for 

sale to customers in the ordinary course of 

business, the investor may be considered 

a dealer in real estate. The land would be 

considered inventory, and the sale would be 

taxed as ordinary income rather than as a 

long-term capital gain.

Whether land held by a taxpayer is a capital 

asset turns on whether it is held primarily 

for sale to customers. When there are both 

business and investment motives for holding 

a particular parcel of land, the taxpayer’s 

principal motivation for holding the property 

will determine whether it is a “capital asset” 

or held “primarily for sale to customers.” 

Several court cases give investors seven 

factors that should be considered in making 

the determination:

1.  The nature and purposes of the acquisition 

of the land and duration of the ownership.

2.  The extent and nature of taxpayer’s e!orts 

to sell the land.

3.  The number, extent, continuity and sub-

stantiality of the sales.

4.  The extent of subdividing, developing 

and improving the land that was done to 

increase sales.

5.  Use of a business office and advertising 

for sale of the land.

6.  Character and degree of supervision and 

control that the investor exercised over any 

representative selling the land.

7.   Time and e!ort that the investor devotes to 

the sale of the land.

The distinguishing factor between capital 

gain treatment and ordinary income treat-

ment is the investor’s intent for holding the 

land. An investor who holds a parcel of real 

estate primarily for sale to customers during 

the investor’s trade or business is taxed on 

any gains at ordinary income tax rates. An 

investor who holds a parcel of real estate for 

speculation or investment does not hold the 

property primarily for sale to customers and 

so is entitled to capital gain treatment on the 

sale of the property. 

Investors with a large gain on the sale of land 

o#en find themselves trying to piece together
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